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OPI NI ON

Thi s appeal is made pursuant to section 26075,
subdi vi si on §a), of the Revenue and Taxation Code fromn
the action of the Franchise Tax Board in denying the
claimof Victorville dass Co., Inc., for refund of
franchise tax in the anmounts of $520.06, $1,102, and
$1,474.49 for the inconme years 1977, 1978, and 1979,
respectively.
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_ The sole i Ssue to be resglved in this appeal
i's whether respondent correctly adjusted the additions
clained by appellant to its bad debt reserve.

. Appel l'ant, a California corporation incorpo-
rated in 1976, uses'the accrual nethod of accounting and
reports income on a cal endar year basis. On its fran-
chise tax returns it has selected the reserve method of

accounting for its bad debts.

Following its incorporation in Cctober 1976,
appel lant filed its franchise tax return establishing a
bad debt reserve bal ance of $4,720. For the incone years
endi ng 1977, 1978, and 1979, appel | ant deducted $3, 851,
$8,897, and $13,086, respectively, as further additions
to its bad debt reserve. These anmounts represented 3. 36
percent, 6.37 percent, aa3 7.12 percent of the trade
notes and accounts receivable outstanding at the end of
each of the respective years.

_After respondent determned that appellant had
not experienced a single bad debt during any of the years
In issue or in 1976, 1t concluded that the anount of bad
debt reserve which appellant established in 1976 was
sufficient to cover the receivables originating in each
of the years in issue which could reasonably be expected
to become worthless. Based on the above information,
respondent determned that’ appellant's additions to its
bad debt reserve were excessive for the years 1977, 1978,
and 1979, and issued proposed assessments for each of
these years. After paynent of the proposed-assessnent,
aﬁpellant filed a claimfor refund which was denied and
thi

s appeal followed.

_ Section 24348 of the Revenue and Taxation Code
provides, in part:

There shall be allowed as a deduction
debts which become worthless within the income
ear; or, in the discretion of the Franchise
ax Board, a reasonable addition to a reserve

for bad debts.

This section is derived from and is substantially
simlar to, section 166 of the Internal Revenue Code.

Consequent |y, fed_era.l2 éﬁgedent IS persuasive in
Interpreting section . (Meanley V. McColgan, 49
Cal.App.2d %03 [121 P.2d 45] (T9427.)
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Under the reserve nethod for handling bad
debts, the reserve is reduced by charging against it
specific bad debts which beconme worthless during the
taxabl e year and is increased by crediting it with
reasonabl e additions. In order to determ ne whether the
anmount deducted is reasonable, the test is whether the
bal ance in the reserve at the end of the year is adequate
to cover the anticipated worthl essness of the outstanding
debts and not whether the proposed addition is sufficient
to absorb the estimted | osses. (Platt Trailer Co.,

Inc., 23 T.C. 1065 (1955); Black Motor Co., 41 B. T.A 300
(1940), affd. on other issues, 125 F.2d 9//7 (6th Gr.
1942).) If the reserve is already adequate to cover the
recei vabl es whi ch reasonably can be expected to becone
wort hl ess, no deduction for an addition to the reserve

is allowable for the taxable year. (Roanoke Vendi ng
Exchange, . , 40 T.C. 735 (1963).) PrimariTy, the
reasonabl'eness of any addition will depend on the tota
amount of debts outstanding at the end of the year,
including current debts as well as those of prior years,
and the total amount of the existing reserve. (Former
Cal. Admin. Code, tit. 18, reg. 24348(g), (repealer filed
Septenmber 3, 1982, Register 82, No. 37).)

As we have noted in previous opinions, respon-
dent's determ nation with respect to additions to a
reserve for bad debts carries great weight because of
the express discretion granted to it by statute. As a
result, the'taxpayer nust not only denonstrate that
additions to the reserve were reasonable, but al so nust
establish that respondent's actions in disallow ng these
additions were arbitrary and anmounted to an abuse of
di scretion. (Appeal of H-B Investnent, Inc., Cal. St.
Bd. of Equal., June 29, 1982; Appeal of Brighton Sand and -
Gravel Conpany, Cal. St. Bd. of Equal., Aug. 19, 1981.)

Appel | ant argues that the additional anounts
of bad debt reserve taken in the years at issue were
justified because: (i) the economc conditions in the
California real estate and construction industry were
substantially poorer at the end of 1979 than in previous
years: (ii) a rigid application of any accepted fornul a
to determ ne the adequacy of the reserve is inpossible

when dealing with a relatively new business; and Siii)
the list of worthless accounts witten off 1n 198

denmonstrates the necessity of the |arge reserve.

I n determ ning whether appellant's additions to
its bad debt reserve were reasonable, respondent applied
the six-year noving average fornula set out in Black
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Mtor Co., supra, and approved by the United States
Supreme Court in Thor Power Tool Co. v. Commissioner, 439
U S 522 [58 L.Ed.2d 785] (1979).) The Brack Motcr Co.
formula utilizes a taxpayer's own experi @nce with TOSSes
in prior years and establishes a percentage |evel for the
reserve to determne the need and anobunt of a current
addition. After applying this fornula to appellant,
respondent determined that the additions to the reserve
wer e excessi ve. For each of the years in issue,
respondent found that appellant had not experienced a
single bad debt during that year or any of the previous
years of operation. As such, respondent determ ned that
the reserve established in 1976 was sufficient to cover
the receivables originating in each of these years which
coul d reasonably be expected to beconme worthl ess.

Appel 'ant argues that a rigid application of
the Black Mdtor Co. formula is inpossible given the fact
t hat "The sSix-year noving average normally used under
Bl ack Motor Co. cannot be applied here as appellant had
not been in Dusiness for six years when the additions

were clai ned. It submts that the "flexibility" approved

by the United States Supreme Court in Thor Power Tool
supra, should be recognized and that if tThe years 1980
and 1981 are included to establish a six-year period, it
can be denonstrated that appellant began specifically to
identify bad debts and to charge these against the bad
debt reserve.

Wiile we agree that the six-year noving average
normal |y used under the Black Mtor Co. fornula cannot Dbe
appl i ed here because appelTant had not been in business
for six years, we are convinced that it is reasonable for
respondent to take appellant's past experience into
account. Appellant's argunment against the use of past
experi ence -centers on the fact that it is unrepresenta-
tive because of appellant's short history of operation.
Appel l ant offers no explanation for the fact that it had
no actual charge-offs for any of the years in question
and 'that the anount of reserve established in 1976 was
sufficient to account for bad debt |osses. Appellant's
history of bad debts supports the adequacy of the exist-
ing reserve and negates the necessity of any additions.
(Roanoke Vendi ng Exchange, supra.) Appellant's request
that we consider Tafter years to determne the adequacy of
the reserve ignores the purpose of a bad debt reserve. A
taxpayer cannot stockpile a bad debt reserve for use in
subsequent years. A reserve established for such a
purpose is not allowable. (Val nont I ndustries, Inc¢., 73
T.C. 1059 (1980).)
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pel | ant nakes two ot her argunents on appeal .
First, it argues that econom c conditions were substan-
tially poorer at the end of 1979 than in previous years,
thus justifying a larger addition to the bad debt
reserve. Second, it offers as evidence a |list of worth-
| ess accounts which were witten off in 1981 and contends

that these debts originated in the years under appeal

W find both of these argument unpersuasive.
Appel lant has failed to denonstrate that, even if
econom ¢ conditions in the construction industry as a
whol e were poorer, appellant's ability to collect its
receivables was affected. Finally, we find the |ist
subm tted by appellant of worthless accounts witten off
in 1981 to contain only one bad debt which arose in 1979
in the anount of $2,873.98. This liability was fully
covered by the reserve established in 1376 The rest of
the liabilities listed do not establish the necessity of
the additions to the reserve claimed during each of the

years at issue.

For the reasons di scussed above, we concl ude
that appellant has failed to establish that respondent
abused I1ts statutory discretion by reducing the clainmed
additions to appellant's bad debt reserve for the years
in question. Accordingly, respondent's action nust be

sust ai ned.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good. cause
appearing therefor,

| T IS HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 26077 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board in
denying the claimof Victorville dass Co., Inc. for
refund in the amounts of $520.06, $1,102, and $1,474.49
for the income years 1977, 1978, and 1979, respectively,
be and the sanme is hereby sustai ned.

Done at Sacramento, California, this 26th day
of October , 1283, by the State Board of Equalization,
wi th Board Members M. Bennett, M. Collis, M. Dronenburg,
Mr. Nevins and M. Harvey present.

Wlliam M Bennett , Chai r man
ConWay H Collis ’ Member
Ernest J. Dronenburg, Jr. , Mermber
_BI_ChaI‘d l\bV| ns ’ Member

VWl ter Harvey* , Menber

*For Kenneth Cory, per CGovernnent Code section 7.9
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